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I. SUMMARY OF K E Y  FINDINGS 

1. 
a low base. This i s  reflected in the overall growth o f  the financial system, greater 
diversification, and the expansion o f  lending to previously under-served sectors, such as 
agriculture and small- and medium-sized enterprises. Even after the expansion, however, the 
financial sector remains small and cannot serve all the financing needs o f  the economy. 

Financial intermediation in Tajikistan has deepened in recent years, albeit from 

2. 
brought new risk exposures that should be carefully monitored and appropriately 
addressed. In particular, rapid loan growth could lead to a build-up o f  unrecognized credit 
risk and give rise to an increase in nonperforming loans (NPLs). Because o f  extensive 
dollarization, the exposure o f  banks to exchange-rate induced credit risk i s  another 
significant cause for concern. Also, the exceptionally rapid growth o f  nonresident deposits 
without clear knowledge o f  their sources exposes the banking system to reputational risk. 

While banks are generally well capitalized and liquid, their rapid growth has 

3 .  
needed to sustain the system’s health in the face of  rapid growth. 

Significant strengthening o f  the regulatory and supervisory framework will be 

e Banking regulation and supervision, while substantially strengthened in recent years, 
require further enhancement, notably on licensing, remedial actions, and central bank 
autonomy and governance. 

e The insurance sector in Tajikistan i s  growing in an unregulated and unsupervised 
environment. Significant upgrading o f  the legal, regulatory, and supervisory 
framework i s  needed in virtually all areas. 

4. 
financial infrastructure. Weaknesses in the infrastructure include deficiencies in the legal 
framework for bankruptcy, secured lending, and foreclosure, the lack o f  a judicial system 
capable o f  enforcing contracts and ensuring property rights, and the absence o f  borrower 
information. 

Adequate pricing and management o f  credit risk will require an enhanced 

5. 
weak. The legal framework governing the financial sector has undergone significant reform 
over the last decade. Nevertheless, enforcement o f  the laws has proven ineffective. 

M o r e  generally, implementation and enforcement o f  the legal framework remain 

6. 
are needed to ensure the integrity o f  the regulatory bodies and to guarantee that all financial 
transactions are conducted at arms’ length and priced on a market basis. 

Governance in the financial sector needs significant strengthening. Improvements 

a An appreciation o f  the negative impact o f  conflicts o f  interest on  the functioning and 
regulation o f  markets appears to be missing. Lack o f  public disclosure o f  significant 
shareholders o f  financial institutions and o f  legal definitions for connected business 
interests and beneficial ownership are key obstacles in this respect. 
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0 Some features o f  the financial system suggest weak competition, including extremely 
high interest rate spreads and the lack o f  a level playing field among banks, notably in 
their transactions with the NBT. 

7. Fair and transparent resolution of  the large stock o f  distressed cotton debt 
would demonstrate the government’s commitment to market principles and good 
governance. The authorities should take measures to minimize the risk o f  recurrence o f  this 
problem by addressing the underlying causes, including land use rights, competition among 
investors, and inappropriate interventions by local governments. The resolution process 
should involve all affected parties and, as a matter o f  principle, public funds should not be 
used to bail out private interests. A f i rst step should be an immediate halt o f  Kredit Invest’s 
(KI) activities other than the management o f  i t s  distressed assets. 

8. 
upgrading. 

Systemic liquidity management and the monetary policy framework require 

0 The interbank money market i s  virtually nonexistent, and there are no standing 
central bank facilities. In the absence o f  markets and centralized facilities for active 
liquidity management, banks maintain excess reserves. Government bond issuance 
would help address these shortcomings by providing collateral for interbank 
transactions, an instrument for the NBT to absorb bank liquidity, and the foundations 
for the development o f  securities markets. 

0 The NBT i s  insolvent and will need to be recapitalized. The NBT’s financial position 
discourages it f rom making effective use o f  the monetary policy instruments it has 
available and makes i t s  credibility dependent upon the government’s willingness to 
underwrite i t s  current and future losses. 

0 The NBT’s practice o f  providing direct credit to financial institutions should be 
discontinued. Such commercial activities adversely affect the objectivity o f  the NBT 
as the regulator o f  the financial sector, undermines risk management by financial 
institutions, lead to a perception o f  bias by the market, and negatively affect the 
NBT’s financial health. 

11. SUMMARY OF POLICY RECOMMENDATIONS 

9. The key recommendations o f  the FSAP team are summarized below. 

Short Term (High Priorities) 

Strengthen the surveillance framework to monitor the build-up o f  credit risk in the 
banking system to ensure that problems can be addressed promptly. 

Develop and implement a strategy for the resolution o f  cotton debt. 
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Strengthen the governance and autonomy o f  the NBT. In particular, rules for the 
appointment, dismissal, and terms o f  office o f  the chairman and Board members 
should be spelled out and clear provisions on conflict o f  interest should be introduced 
in the law. 

Stop al l  direct lending activities by the NBT for commercial purposes as a 
precondition to i t s  recapitalization. 

Strengthen the legal framework for bank licensing by reintroducing legal provisions 
on the NBT’s authority to license banks, and allow the NBT to check on the 
suitability o f  beneficial owners o f  banks. 

Medium Term 

e 

e 

e 

e 

e 

e 

e 

e 

10. 

Launch a program o f  issuance o f  government securities, including through the 
securitization o f  government debt held by the NBT. 

Continue strengthening the bank regulatory and supervisory framework, including by 
submitting state-owned banks to annual independent external audits. 

Eliminate the monopoly privileges o f  state-owned insurance companies on 
compulsory insurance products. 

Bring the new draft insurance law in line with international good practice. 

Bring the new draft deposit insurance law in l ine with international good practice. 

Bring the new draft law on credit bureaus in line with international good practice. 

Ensure the business continuity o f  the Real Time Gross Settlement (RTGS) system. 

Progressively migrate all large-value domestic currency payments from bilateral 
correspondent accounts to the RTGS. 

111. R I S K S  TO THE FINANCIAL SYSTEM 

A. Macroeconomic Background and Risks 

Real GDP has expanded at an average annual rate o f  about 9 percent during the 
last five years. In this process, the sectoral composition o f  GDP has gradually shifted toward 
services and away from industry and agriculture - although the latter s t i l l  accounts for 
22 percent o f  GDP in 2006 and almost 70 percent o f  employment. The poverty rate, while 
declining, i s  high - estimated by the World Bank at 57 percent in 2004. 

1 1. 
years, reaching close to 20 percent at end-2007. This was mostly due to a surge in 
international wheat prices and energy, but also reflected rapid monetary expansion-notably 

Inflation, after falling to single digits in 2004-05, accelerated in the past two 
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as a result o f  domestic credits to the agricultural sector. Fiscal performance has been solid, 
the government having run small surpluses for the last five years. 

12. The current account deficit averaged about 3 percent o f  GDP during 2002-06. 
Cotton and aluminum exports, traditionally the largest source o f  foreign exchange inflows, 
have recently been overtaken by workers’ remittances. It i s  estimated that each year migrants 
numbering more than 10 percent o f  the population travel abroad, mostly to Russia, in search 
o f  employment. Their homeward remittances, through official channels, amounted to about 
35 percent o f  GDP in 2007. Despite significant foreign exchange inflows, the exchange rate 
has continued to depreciate. International reserves are relatively l ow  in terms o f  months o f  
imports (less than 1 month). 

13. The current external debt i s  estimated at 33 percent o f  GDP, with external debt 
service amounting to about 15 percent of exports in 2006. The external debt stock, which 
exceeded GDP in the late 1 9 9 0 ~ ~  has been brought down to current levels through debt 
restructuring with bilateral creditors, especially Russia, and rapid economic growth. 
Tajikistan i s  also a beneficiary o f  IMF debt re l ie f  in the context o f  the Multilateral Debt 
Rel ief  Initiative. However, guarantees o f  at least $320 mi l l ion issued by NBT to international 
creditors to finance the cotton sector, disclosed in October 2007, have created a significant 
contingent liability for the government. Moreover, concessional infrastructure loans fiom 
China are projected to increase the debt-to-GDP ratio to almost 60 percent by 2009. Table 1 
summarizes key macroeconomic indicators. 

Table 1. Tajikistan: Selected Macroeconomic Indicators, 2005-08 

2005 2006 2007 2008 

Real GDP (annual percentage change) 6.7 7.0 7.8 5.0 
CPI Inflation (annual percentage change) 7.1 12.5 19.8 15.0 
Revenue and grants (percent o f  GDP) 20.1 23.6 21.6 22.4 
Expenditure and net lending (percent o f  GDP) 23.0 21.9 27.8 30.4 
Balance (percent o f  GDP , including externally- 

N e t  domestic assets o f  the banking sector (12 
month percentage change) 129.6 87.5 112.7 40.8 
Broad money (1 2 month percentage change) 30.2 63.4 78.8 24.7 

(pr0.j .> 

financed PIP) -2.9 1.7 -6.2 -8.0 

Current account balance ($ millions) -62 -79 -414 -429 
Percent o f  GDP -2.7 -2.8 -11.2 -10.0 

Gross official reserves 
(months o f  imports, excl. imports 
financed by loans from China) 0.9 0.7 0.5 0.8 

Average exchange rate (somoni per dollar) 3.12 3.30 3.44 ... 
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B. Risk Exposures o f  Tajik Banks 

14. 
Albeit from a l ow  base, bank deposits have grown very rapidly since 2004 (Figure 1) - at 
annual rates o f  80 and 100 percent, respectively, in 2005 and 2006, and 75 percent in the first 
half o f  2007. N e t  loans also grew but not as rapidly as deposits - at 68 percent in 2006 and a 
further 47 percent in the f i rs t  hal f  o f  2007. The risks posed by rapid deposit and loan growth 
should be monitored carefully by the authorities. Wh i le  this credit growth supports much- 
needed financial deepening, an excessively rapid increase could lead to a build-up o f  
unrecognized credit risk. 

The rapid growth of  Tajik banks has brought new risk exposures to the system. 

15. 
sector has traditionally carried high credit risk. Banks’ agricultural credit portfolios 
agriculture doubled in the f i rs t  hal f  o f  2007, bringing their share in total loans to 11 percent. 
Moreover, with the cessation o f  lending by KI in 2008, banks have been persuaded to borrow 
TJS 140 mi l l ion from the Ministry o f  Finance and lend to the cotton sector. This represents 
22 percent o f  bank capital as o f  June 2008. Given the poor track record o f  agriculture in 
terms o f  loan repayments (44 percent o f  these loans were nonperforming at end-2006), this i s  
clearly an area o f  heightened risk for banks. 

Loan growth to the agriculture sector will need to be watched carefully as the 

16. 
dollarization increased from 57 percent at end-2004 to 71 percent in mid-2007. However, 
there seems to be a lack o f  awareness by borrowers and banks o f  the exchange-rate-induced 
credit risk; Le., the risk o f  default o f  unhedged borrowers in the event o f  sizable exchange 
rate depreciations. 

Growth in dollar lending has also increased the vulnerability o f  banks. Loan 

17. The rapid accumulation of  nonresident deposits without clear knowledge of  their 
sources exposes the banking system to reputational risk. A third o f  the growth in deposits 
in 2006 and hal f  o f  growth in 2007 are on account o f  nonresidents’ foreign currency demand 
deposits. As a result, nonresident deposits now account for 57 percent o f  total deposits in the 
system. The bulk o f  those deposits reportedly accrue to a few accounts at the largest bank in 
the system. The authorities should investigate the sources o f  this funding to ensure that no 
illegal activity i s  involved. 

Iv. STRENGTHS AND VULNERABILITIES: INSTITUTIONS 

18. The Tajik financial system i s  small and dominated by banks. Table 1 presents the 
structure o f  the financial sector. Despite rapid growth, banking system assets were only 17.5 
percent o f  GDP at end-2006. Banks represent over 80 percent o f  total financial system assets, 
with assets concentrated in the three largest banks. The remainder i s  largely accounted for by 
KI, a private asset management company, which holds a sizeable portfolio o f  distressed loans 
to the cotton sector. Securities markets are virtually nonexistent. 



6 

A. Banks 

Financing patterns 

19. 
position to serve the needs of  the economy. Just a third o f  bank assets are net loans. Credit 
growth has lagged behind the growth in bank assets, with the loan share falling from 
48 percent o f  total assets at end-2005 to 40 percent in June 2007. On the deposit side, growth 
has been rapid but access to banks by the less-serviced population remains constrained. 
Loans to individuals and small- and medium-sized enterprises (SMEs), mainly for trading 
activities, have grown most rapidly, but commercial and industrial loans s t i l l  account for the 
lion’s share o f  the outstanding volume. Average loan maturity i s  about six months (Figure 2), 
and average loan sizes o f  the top three banks range from $10,000 to $60,000. 

Despite the rapid increase in intermediation, the banking system i s  not yet in a 

20. Interest rate spreads in Tajikistan are the highest in the region and could 
contribute to adverse selection of  borrowers. Ex-ante bank spreads have declined in recent 
years but remain high at 24 percent in foreign currency and 22 percent in somoni, compared 
to a median worldwide o f  about 6 percent in 2003. The high spreads are driven by three main 
factors - limited credit risk assessment and mitigation mechanisms, weak competition, and 
the costs associated with the lack o f  liquidity management tools and infrastructure. 

21. 
that access by potential rural clients remains limited. Skills for extending rural and 
agricultural credit remain poorly developed, with products and procedures that are not 
adapted to the needs o f  farmers and other small- and medium-sized producers in rural areas. 
Banks’ reliance on  collateral poses a key constraint in rural areas given that agricultural land 
cannot be used effectively as collateral. 

While banks’ financing to agriculture i s  increasing, anecdotal evidence suggests 

22. 
encouraged to enhance access to financial services. In 2006, there were about 220 bank 
branches, about one branch for every 30,000 people, which i s  l ow  by international standards. 
The current licensing requirements for opening branches and representative agencies should 
be eliminated. Banks should be allowed to open new branches and agencies provided they 
follow NBT guidelines. 

Expanding the networks of  banks outside of  the main urban areas should be 

23. 
percent o f  them remain in the banking system. Efforts should be made to improve banks’ 
services and products to encourage remittance recipients to retain the funds in the banks. 

Remittances are an important source o f  fee income for banks, but less than 20 
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Performance 

24. Banks appear well  capitalized, highly liquid, and profitable. Against a mandated 
minimum capital adequacy ratio (CAR) o f  12 percent, the average for the industry was 24 
percent in 2007 (down from 30 percent in 2006). With intermediation margins at very high 
levels, returns on assets o f  Tajik banks are very high, so banks can afford to operate with 
very high capital and liquidity. Competitive pressures are likely to increase as a result o f  
foreign bank entry. In addition, the NBT should take measures conducive to greater 
competition, including requiring increased transparency in the pricing o f  financial products. 

25. 
capital. With total gross loans increasing twice as fast as past-dues, the N P L  ratio fe l l  to 
10 percent in mid-2007 but the underlying N P L  stock i s  increasing and remains particularly 
high in the agricultural sector. Loan classification and provisioning rules were recently 
tightened, but loopholes remain. In particular, loans can be restructured once with no effect 
on classification but must be classified no better than substandard if restructured more than 
once. Since substandard loans represent 50 percent o f  NPLs, this raises questions as to the 
true quality o f  these assets. Provisions are l ow  at 26 percent o f  NPLs. 

Asset classification practices may give an upward bias to reported profits and 

26. The  authorities should reconsider the need for the existence o f  credit societies. 
These institutions have played a limited role in financial intermediation. There are currently 
eight credit societies, accounting for 2 percent o f  banking system assets. They are licensed 
under the Banking Law, but with a restricted license; unlike credit unions, credit societies are 
not restricted by membership. Credit societies were created in 2005 as a temporary solution 
for banks that could not meet the $5 mi l l ion absolute capital requirement; since then, several 
o f  these institutions have been liquidated. 

' 

B. Nonbank Financial Institutions 

27. 
67 MFOs, 14 insurance f i rms, and 5 leasing companies as o f  June 2007. KI-the asset 
management company established for the resolution o f  cotton debt-is covered in the next 
section. 

NBFIs comprise MFOs, insurance firms, leasing companies, and KI. There were 

Microfinance organizations 

28. The MFO sector i s  growing fast and already provides services to a sizeable 
number of  borrowers. Lending by MFOs grew by more than 200 percent in 2006 and a 
further 80 percent in the f i rs t  ha l f  2007. Despite this growth the sector remains small, with an 
aggregate loan portfolio equivalent to $37 mi l l ion at June 2007, roughly equivalent to 13 
percent o f  the aggregate loan portfolio o f  banks. MFOs' client base i s  significant with more 
than 50,000 borrowers in 2007. MFOs have focused on financing commercial activities but 
are becoming increasingly focused on rural clients. However, the small short-term loans 
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typical o f  MFOs are not suitable for activities with longer gestation periods and higher 
capital requirements. 

29. Three types of MFOs are licensed under the 2004 law on microfinance - 
microcredit funds (38 institutions), microcredit commercial organizations (23), and 
microcredit deposit-taking institutions (6). Microcredit funds can be created in the form o f  
social funds, with no required capital. They have a total loan portfolio o f  $20 million, receive 
most o f  their funds from donors, and service about 30,000 clients. Microcredit commercial 
organizations require a minimum capital o f  $10,000 and can borrow from other institutions. 
Their combined portfolio i s  equivalent to $5 mill ion and they have about 4,000 clients. 
Microcredit deposit taking institutions are subject to a minimum capital requirement o f  
$100,000 and hold $6 mi l l ion in loans and $1 mill ion in deposits. They have about 5,000 
clients. 

Insurance 

30. 
compared with neighboring countries. Total gross premiums in 2006 were equivalent to 
$20 mi l l ion (or 0.3 percent o f  GDP). Several factors contribute to the l o w  insurance 
penetration, including poverty, income distribution, lack o f  understanding o f  insurance 
products, l ow  public confidence in the sector, and an out-of-date legal framework. 

Despite rapid growth in recent years, the insurance sector i s  underdeveloped 

3 1. 
management has limited experience in the insurance business. As o f  end-2006, 
14 insurance companies operated in Tajikistan. Although the two state-owned companies 
have a monopoly on compulsory classes o f  insurance and al l  government business, the 
largest private domestic company dominates the market with 60 percent o f  all premiums in 
2006. The privilege o f  the state-owned companies to operate in all o f  the compulsory 
insurance classes, including compulsory third-party motor, should be abolished, as it creates 
an uneven playing field and constitutes a barrier to the development o f  the private insurance 
industry. 

The majority o f  Tajik insurance companies are undercapitalized and their 

Leasing 

32. 
funding i s  a major obstacle to development. The volume o f  leasing remains negligible at 
an equivalent o f  about $3 mi l l ion (or 0.1 percent o f  GDP). As o f  June 2007, 5 leasing 
companies were in operation, 2 o f  which had ownership l inks with commercial banks. 
Leasing i s  especially important for Tajikistan given the lack o f  long-term funds for 
manufacturers’ capital investments and because it allows businesses without an adequate 
credit history to finance equipment based on collateral. 

Leasing i s  an emerging source o f  finance but the lack of long-term sources of  
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C. Cotton Debt 

33. 
high on the authorities’ agenda. At end-2003, a “good bank-bad bank” split o f  AIB 
resulted in the creation o f  KI, the asset management company. KI’s record in asset 
management has been lackluster, having reportedly recovered only about 10 percent o f  
assets. KI’s focus shifted toward other activities, such as fresh lending to agriculture, 
financed by foreign credit l ines guaranteed by the NBT and domestic credit l ines extended by 
the NBT. While data on KI was unavailable to the FSAP team, subsequent information 
revealed that KI had assets (loans) o f  about $562 mi l l ion as o f  November 2007, the vast 
majority o f  which are nonperforming. Provisions, however, were only $1 1.4 million. Among 
i ts  liabilities are foreign credit l ines o f  at least $320 million, guaranteed by the NBT, and TJS 
885 mi l l ion borrowed directly from NBT. KI i s  currently undergoing a special audit by an 
international auditing firm. 

The resolution o f  the large outstanding stock of  distressed cotton debt features 

34. An effective cotton debt resolution strategy must be transparent and encompass 
all parties involved. These include foreign lenders, KI, local investors, and farmers. This 
would allow for a transparent recognition o f  all disputed claims as well as a transparent and 
fair negotiation o f  how the debt burden i s  to be allocated. The strategy should be based on a 
proper assessment o f  the impact o f  various debt resolution options on the financing o f  the 
sector. Any write-down on the amount o f  debt owed to the investors and agreements on 
repayment terms should be based on objective criteria. Only to the extent that government 
guarantees are outstanding should the government take direct responsibility for repayment. 
Last but not least, it should include implementation and enforcement o f  mechanisms for 
prevention o f  similar debt accumulation in the future. KI should immediately halt all 
activities other than the management o f  i t s  distressed assets. 

35. Going forward, access to finance for current cotton farmers will require a 
comprehensive reform of  the cotton sector - as envisaged in the authorities’ road map. 
This would require a halt to practices by the central and local authorities that restrict farmer’s 
freedom to select crops, and the de-linkage between farmers and cotton investors. It would 
also require strengthening the legal framework for land use rights and secured lending. The 
NBT’s system o f  export authorization prevents farmers in arrears from exporting cotton or 
other produce and should be ended immediately. 

v. STRENGTHS AND VULNERABILITIES: FINANCIAL POLICY FRAMEWORK 

A. Regulatory and Supervisory Framework 

Banking 

36. Much work has been done in recent years to enhance banking supervision and 
regulation. The two key laws governing the financial sector - the NBT law and the law on 
banks and banking - provide the N B T  with adequate authority in most areas, but are unclear 
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and incomplete in many respects. Considerable efforts have also been made to strengthen the 
NBT’s supervisory capacity, particularly in the area o f  on-site examination capabilities, the 
introduction o f  a robust off-site reporting regime, and the enhancement o f  the NBT’s 
capacity to analyze the data that i t receives (although there i s  s t i l l  a tendency for the N B T  to 
focus on the violation o f  rules rather than on the underlying problems o f  which these 
violations may be symptoms). 

37. Despite these efforts, important shortcomings remain. Laws and regulations 
require strengthening in several key areas, notably regarding licensing, remedial actions, and 
NBT autonomy and governance. O f  equal concern i s  the ability o f  NBT supervisors to 
address any identified bank problems - whether compliance, safety, or soundness - given the 
perceived or real position o f  power o f  many bank owners. Until the existing environment 
changes, the effectiveness o f  the NBT supervisory effort will likely remain restricted. The 
remaining weaknesses are reflected in a low degree o f  compliance with the Base1 Core 
Principles for Effective Banking Supervision. 

38. 
The legal foundation for licensing i s  deficient in that i t does not provide for checks on the 
suitability o f  shareholders (including beneficial owners), board members, and senior 
management. In addition, there i s  no provision for the examination o f  the proposed 
organizational structure. On remedial action, both the legal framework and the process 
require substantial improvement. There i s  no legal requirement that the NBT take action 
should it consider the safety and soundness o f  an institution to be compromised. The 
remedial action regime should be transparent and predictable. 

Both the licensing regime and the remedial action approach need enhancement: 

39. 
should be appropriately capitalized so that i t s  financial independence can be assured. In 
addition, the NBT chairman and his deputies should be appointed for fixed terms, which do 
not coincide with the electoral cycle, and the reasons for their dismissal should be explicitly 
outlined in the law. The board should be fully staffed - it currently consists only o f  the 
chairman and three deputies, the three nonexecutive members provided for in the law never 
having been appointed. The ability o f  the chairman and board members to determine each 
others’ level o f  remuneration i s  highly unusual; the parameters governing the board’s 
remuneration policy should be publicly disclosed. Clear provisions covering conflicts o f  
interest should be introduced in the law. NBT staff (and all government officials) should be 
obliged to disclose their personal holdings in financial institutions and recuse themselves 
from official decisions affecting those institutions. 

NBT autonomy and governance require considerable strengthening. The NBT 

40. 
These include corporate governance, ethical standards, and internal controls and audit; 
insider lending; the application o f  International Financial Reporting Standards (IFRS) 
accounting for a l l  banks; legal protection for the NBT and i t s  staff for supervisory actions 

There are a number of other areas that require the attention of supervisors. 
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taken in good faith; and consolidated supervision. A review o f  the NBT’s transparency 
practices in banking supervision found those practices to be broadly satisfactory, 

Insurance 

41. 
undermine the sustainable growth of  the insurance sector. As a key priority, ongoing 
efforts to upgrade the legal framework governing insurance should continue. The 1994 
insurance law i s  far f rom international standards - it covers the regulation o f  insurance 
companies, insurance contract law, and insolvency o f  insurers, but does not provide real 
protection to the policyholder from abuses and the insolvency risks o f  insurers. 

The  lack o f  a n  adequate regulatory and supervisory environment could 

42. The  market i s  regulated by the State Insurance Supervisory Service (SISS), a 
department o f  the ministry o f  finance. The knowledge, technical skills, and experience o f  
SISS technical staff (currently five including a director), needs considerable enhancement, 
which can be achieved through focused training and technical assistance. Ski l ls in the areas 
o f  licensing, on-going supervision, prudential requirements, markets and consumers, and 
insurance products need particular strengthening. 

43. 
evaluation of  the condition and performance of  insurers. Accurate accounting provides 
authorities with the practical means to perform proper supervision, while at the same time 
being a resourceful instrument for the management o f  companies. 

The  absence o f  standardized accounting rules across companies hinders proper 

Deposit insurance 

44. The T a j i k  deposit insurance system needs improvement. A new deposit insurance 
scheme was established in 2003 but has significant shortcomings. With the fund’s balances 
equivalent to less than one percent o f  estimated insured deposits, the absence o f  contingency 
financing arrangements i s  a key weakness o f  the scheme. Other problems include the 
voluntary nature o f  the scheme, no cap on insurance coverage (70 percent o f  eligible deposits 
are covered independent o f  their size), and insufficient exclusion o f  bank shareholders and 
related parties from coverage. Technical assistance i s  currently working with NBT to propose 
amendments to the law to address these and other shortcomings. 

B. Financial Infrastructure 

Legal framework 

45. 
significant reform over the last decade. The result has been the adoption o f  a series o f  laws 
and regulations that are reasonably comprehensive. In common with other transition 
economies, however, the laws are often conflicting, open to varying interpretations and not 

The legal framework governing Tajikistan’s financial sector has undergone 
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widely disseminated. Moreover, the implementation and enforcement o f  the laws has 
generally been weak. 

46. Bankruptcy and insolvency are governed by the 2003 bankruptcy law but the 
law i s  regarded as deficient in almost all key areas o f  insolvency. Specifically, the law 
provides for no measurable reorganization provisions, no requirement for independent 
assessment o f  reorganization plans, very l i t t le  involvement o f  the general body o f  creditors, 
vague criteria for the commencement o f  insolvency proceedings, and virtually no 
requirements for insolvency administrators to have professional qualifications. Nor  are there 
any provisions relating to the avoidance o f  pre-bankruptcy transactions or cross-border 
insolvencies. Cases o f  insolvency are uncommon and expertise in this area i s  almost non- 
existent. 

47. 
an adequate, reliable, and trustworthy judicial system capable o f  enforcing contracts 
and ensuring property rights. Court proceedings slow and unpredictable. Opinions and 
decisions are often secret and not revealed to the parties, and the procurator’s office wields 
excessive influence over the judges. Judges are not well remunerated, their conditions o f  
service are poor, and the judicial infrastructure i s  barely adequate. As a result, banks resort to 
the courts only when absolutely necessary. 

One o f  the biggest obstacles to financial development in Tajikistan i s  the lack o f  

Collateral and creditor information systems 

48. The laws governing secured lending are often overlapping and in conflict with 
each other. For example, the land code prohibits the mortgaging o f  immovable property 
while the c iv i l  code and the mortgage law provide for this possibility. Other laws affecting 
collateral issues include the civ i l  procedure code and the law on pledge o f  movable property. 
This lack o f  coherence and redundancy creates confusion as to the effectiveness o f  the 
collateral. 

49. 
number o f  weaknesses. There i s  no uniform system for t i t le registration on property and 
related transactions. Multiple bodies are involved depending on  the type o f  property. The 
information contained in the property registries i s  not publicly available, which, coupled with 
the lack o f  appropriate legal mechanisms, fails to protect good faith property purchasers 
during the title registration process. Judicial foreclosure carries significant r isks for mortgage 
lenders. 

The framework for property registration and enforcement i s  subject to a 

50. The establishment o f  a creditor information system would support better credit 
risk assessment by banks. To this effect, the authorities have drafted legislation that would 
allow for the establishment o f  a private credit bureau. Compared to a public credit registry, a 
private credit bureau can have a broader scope in terms o f  both information collected and 
institutions covered (including, for instance, MFOs, trade credit providers, and utilities). I t  i s  
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reasonable that financial institutions, as the main beneficiary o f  the services, bear the costs o f  
establishing and maintaining the bureau. 

Corporate governance 

5 1. 
and banking sectors although substantial weaknesses remain. Despite commendable 
reforms-including the establishment o f  a central share registry for all open joint stock 
companies and privatization o f  medium and large companies - the standard o f  corporate 
governance remains weak. To further improve corporate governance focus should be placed 
on increasing transparency o f  ownership and control. 

The authorities have taken major steps to improve governance in the corporate 

52. All credit institutions should be subject to annual independent audits of their 
financial statements and the capacity of the auditing profession should be strengthened. 
By law, all open jo int  stock companies - which include all private banks - are obliged to 
have annual independent audits o f  their financial statements. This excludes state-owned 
banks, which are subject to external audits only once every two years, as well as KI, which as 
a closed joint stock company, i s  not subject to external audits. In addition, Tajikistan needs to 
license sufficient professional audit f i r m s  capable o f  auditing financial institutions. 

53. 
brought substantial improvement to the legal framework for corporate governance. The 
law incorporates much improved provisions on related-party transactions, major asset sales, 
corporate governance, meetings o f  shareholders, and election o f  members o f  boards o f  
directors. The law also establishes clear fiduciary duties for members o f  boards o f  directors 
and other senior corporate officials. Nevertheless, s t i l l  more improvements will be needed to 
bring Tajikistan in line with international good practice on corporate governance. 

The enactment earlier this year of a new Law on Joint Stock Companies has 

C. Systemic Liquidity Management 

54. Systemic liquidity management and the monetary policy framework are 
rudimentary. The NBT’ s main monetary instruments are unremunerated reserve 
requirements (1 2 percent o f  deposits) and outright sales o f  NBT certificates o f  deposit; there 
are no standing facilities. NBT auction volumes are small (roughly $1 mi l l ion per week) and 
the state-owned bank purchases almost every issue at negative real interest rates, which 
suggests lack o f  competitive market pricing. There i s  no secondary market for NBT 
certificates. There are no market-determined interest rates and no yield curve; the NBT’s 
monetary policy interest rate, the refinancing rate, i s  not tied to any actual transaction. 

55. 
the NBT’s negative equity at $18 million, resulting from an o ld  portfolio o f  loss loans and 
more recently, net payments to the government. The financial position o f  the NBT 
discourages it from making effective use o f  the monetary policy instruments it has available 
in terms o f  both rates and volumes, thus undermining the ability to mop up excess liquidity. 

The NBT i s  insolvent and will need to be recapitalized. The most recent audit puts 
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The NBT’s financial position makes i ts  credibility dependent upon the government’s 
willingness to underwrite i t s  current and future losses. As a a precondition for i t s  
recapitalization, the NBT involvement in commercial activities should be stopped. 

56. 
well as banks’ efficiency and capacity to lend. In the absence o f  domestic financing 
requirements, the ministry o f  finance has not issued securities since 200 1. NBT certificates 
were launched in 2003 but the NBT’s insolvency discourages larger issuance volumes and 
market-based pricing. The resulting paucity o f  freely transferable collateral precludes 
repurchase operations by the NBT and prevents the development o f  an interbank money 
market. These constraints coupled with the absence o f  formalized standing facilities heighten 
the incentives for banks to maintain excess reserves. Government bond issuance would be 
beneficial for several reasons and should be started as soon as possible. A useful f i r s t  step 
could be the securitization o f  the non-marketable government bond on the NBT’s books. 

The limited stock o f  government securities constrains monetary management as 

D. Payment Systems 

57. The RTGS system, launched in 2002 and operated by the NBT, i s  handling 
increasing volumes o f  electronic payment orders and i s  the only major interbank 
payments system in the country. The RTGS system has contributed to a better integration 
between the central bank and the banks, and an overall improvement o f  payment and 
settlement arrangements in the country. The system processes somoni-denominated payment 
orders only. Since i ts  launch, the value settled through it increased at a rate o f  nearly 30 
percent per year, while the number o f  transactions grew at a more modest pace o f  about 6 
percent annually. In 2006, the system processed an average o f  1,600 transactions each day. 

58. Despite the existence of  an RTGS system, a significant portion of  domestic 
interbank payment transactions i s  made through bilateral correspondent accounts. 
While for payments denominated in foreign currency Tajik commercial banks-like banks in 
most other countries - use their correspondent accounts with foreign banks, for payments 
denominated in somoni they also frequently use bilateral accounts they hold one with the 
other inside Tajikistan. This implies that the benefits o f  the RTGS system are not being fully 
realized. 

59. 
minimum, the system needs to be backed-up with secondary server(s) that are able to resume 
the operations quickly, without any loss o f  transaction data, in case o f  a failure o f  the primary 
server. 

There i s  a need to ensure business continuity for the RTGS system. At a very 

60. 
operation, regulation and oversight o f  a modern payments system. The law on the NBT 
provides the central bank with clear, although somewhat general powers to operate and 
regulate payment systems. However, key concepts such as the timing o f  settlement finality, 
legal protection to the system from insolvency effects, or the timely seizure o f  collateral 

The existing legal framework lacks many of  the basic elements that underpin the 
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. 
pledged in connection with payment systems, are absent in the current legal and regulatory 
framework. 

61. 
electronic retail payment instruments and systems. Depending on the circumstances and 
the degree o f  cooperation among banks, this role could range from acting as facilitator, 
catalyst for change, or even as a direct service provider. 

The NBT should also play a leading role in promoting the development of 

62. In  the medium term, the NBT also needs to develop and fully implement its 
payment system oversight function. At present, the NBT performs some basic payment 
system oversight functions such as the analysis o f  data and the publication o f  statistics for the 
RTGS and card payment systems. However, it has not established specific objectives in this 
field, or the requirements that the various payment systems must meet and ways to enforce 
such requirements. For the NBT to perform this function effectively, it will need to establish 
appropriate organizational arrangements and staffing. 

. 


